This paper reviews policies taken to address capital flows in Malaysia from 1999 to 2007. In the face of increasingly volatile capital flows and their repercussions on the domestic economy, the monetary authority needs to pursue active monitoring and intervention. Moreover, having a resilient financial sector with prudential regulations may help overcome the negative effects of capital reversal. Other conditions include sound macroeconomic policies, a strong domestic sector, and large international reserves.
INTRODUCTION
The Malaysian economy has recovered solidly since the 1997-98 financial crisis; the recovery was made possible by numerous reforms as well as favorable external conditions. Ongoing reforms in the financial sector have made the economy more resilient. Operation of the securities markets is more efficient and the level of corporate governance enhanced. The banking system's delinquencies and exposure to double mismatches have been reduced. Smaller banks were merged with larger and more capitalized ones. Better risk management and prudential regulations were also implemented.
1 Distressed firms were either shut down or merged with stronger ones. Moreover, the exchange rate is increasingly flexible (McCauley, 2002) .
From 1999 to 2007, Malaysia has generated a current account surplus, attracted a fair amount of foreign capital, and accumulated large international reserves. The last factor may act as a precautionary motive to prevent speculative attacks on Malaysia's currency, given its highly opened economy. While the running of a positive current account may tend to replace depleted foreign exchange reserves after the crisis, a recurrent current account surplus of more than 10% of GDP may indicate excess savings over investment. This is also evident by the downward trending loan-deposit ratio of the banking system. A persistent current account surplus also shows that the economy is driven by exports, with the domestic sector being anemic. A more dynamic domestic sector would lead to a smaller current account surplus through higher domestic consumption and investment.
While strong economic growth, and healthy corporate and household sectors, as well as continued global search for yields have led to massive inflows of capital into Asia, these inflows have posed both benefits and risks.
2 These inflows contributed to Malaysia's resilience by entering productive activities in the real economy, and by confronting external shocks through the build-up of reserves. Nevertheless, the regulator needs to pursue active monitoring and intervention to prevent excessive domestic liquidity, credit growth, a volatile or misaligned exchange rate, inflation, and possible overheating of the economy.
In addition, prolonged global imbalances could jeopardize the Malaysian economy. Large capital inflow combined with current account surplus can exert upward pressure on the ringgit exchange rate, which tend to erode the level of competitiveness. To moderate currency appreciation pressure, the monetary authority has intervened in the foreign exchange market as well as through bond issuance to absorb excess liquidity generated by large foreign inflows. 3 This trend is expected to continue at least in the medium term, given ample global liquidity and a greater degree of risk-taking by investors. Global liquidity remains high due to structural weakening of the US economy and its financial assets, and the rising trend in carry trades encourages capital to flow into high-yielding emerging Asian economies.
Thus, it is timely to discuss how the monetary authority would manage surges in capital flows, while maintaining prudent macroeconomic and financial stability. Failing this, is there any scope for regional cooperation initiatives? The paper is organized as follows. Section II discusses issues pertaining to capital flows under a fixed exchange rate regime. Policy measures are also evaluated. The study of capital flows and policies under a managed float exchange rate regime is the subject of Section III. Section IV examines alternative policy measures to manage capital flows. The paper concludes in Section V. Appendix I lists key external policy milestones in Malaysia since 1999. Appendix II presents the old format of the balance of payments figures used by the authority.
II. CAPITAL FLOWS DURING 1999-2005

A. Overview
This section highlights issues regarding capital flows and corresponding policy action between 1999 and 2005, where the ringgit is pegged to the US dollar (USD) at 3.80.
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B. Trends
Throughout this period, Malaysia experienced consecutive years of current account surplus, on average around 11.8% of GDP (Table 1 and Figure 1 ). 5 Current transfers deteriorated over the same period, in particular over 2004-05 ( Figure 2 ). Higher overseas remittances by foreign workers and expatriates, and education payments were the main reasons. It also attracted a reasonable amount of net direct investment and accumulated international reserves. As a % of GDP 15.9 9.4 8.3 8.4 12.8 12.8 15.3 Of which: Current transfers -1.7 -1.9 -2.2 -2.8 -2.4 -3.9 -4.5 Financial account balance -6.6 -6.3 -3.9 -3.1 -3.2 4.9 -9.8
Direct investment 2.5 1.8 0.3 1.3 1.1 2.6 1.0 Portfolio investment, net -1.2 -2.5 -0.6 -1.7 1.1 8.5 -3.7
Outward
Other investment, net -7.9 -5.6 -3.5 -2.7 -5. 
Direct investment
Portfolio investment, net Other investment, net
The financial account, which measures total net capital flows, was in deficit from 1999 to 2003 (Table 1 and Figure 3 ). During 1999 to 2002, portfolio outflows were small due to the negative sentiment generated by the imposition of graduated exit levies on February 15, 1999. 6 Since the levy was applicable only at the time of repatriation, it could not be offset by double taxation agreements. The 10% levy on profits was seen as discouraging portfolio inflows. The higher levy of 30%, applicable on gains on investments of less than one year's time, attracted heavy criticism because potential investors would apply the higher levy rate of 30% to all investments, regardless of their expected maturity, owing to the "last in, first out" principle. The higher levy was eliminated on September 21, 1999, leaving in place only a single rate of 10% on capital gains regardless of duration of investment. In a further relaxation, the 10% levy on capital gains was retained, effective from February 1, 2001, only for capital in the country for a duration of less than one year. The rule was eliminated on May 2, 2001.
The graduated system was successful in managing volatile portfolio flows. The levy lowered the expected rate of return on equity to foreign investors, and hence, increased the required pre-levy yield necessary relative to other countries. This was an effort intended to discourage casual entry into Malaysia, and to ensure that capital would enter only based on economic fundamentals.
Total net capital flows improved only in 2004, supported by a surge in net portfolio funds of USD8.5 billion. In fact, portfolio investment started its upward trend in 2003 when non-residents put their funds in local equities and bonds to speculate on the ringgit's appreciation. However, the ringgit appreciated only gradually vis-à-vis the USD in late 2005, which explained the reversal in portfolio capital in 2005, and thus, the outflow of USD9.8 billion in the financial account. 6 For funds already in Malaysia, there was a price on exit inversely proportional to duration of stay.
Capital that had entered the country more than one year was free to leave at a zero exit price.
For funds yet to come in there was a levy only on profits, which exclude dividends and interest, also graduated by length of stay. Investments in the newly established, over-the-counter equity market, MESDAQ, were exempted. See Bank Negara Malaysia (1999) for further discussion. 
% of GDP
It is worthwhile to analyze the position of the net other investment more closely since it accounted for most of the variation in total net capital flows (IMF, 2007) . Over 1999-2005, the average other investment to GDP ratio was around minus 5.6% (Figure 4 ). This was due partly to the influence of carry trades, as well as the repayment of public external debt by the central government, notably from 2003 to 2005.
C. Impact
Rapid movement in capital flows and current transfers may affect the growth of domestic liquidity and credit, the exchange rate, inflation, and the performance of the real and financial sectors. -16.8 -11.8 -12.8 -1.1 11.9 -4.7 -9 
Domestic Liquidity and Credit
2.
The Exchange Rate (Table 6 and Figure 8 ). This was consistent with the trend of portfolio investment over the same period. Meanwhile, the Malaysia House Price Index (MHPI), which measures nationwide house prices, also followed the movement of the KLCI. 
4.
The Real Sector 
USD bil lion
On average, non-resident capital, in the form of inward direct investment into the manufacturing sector was around USD4.1 billion over the period 1999-2005 (Table 7 and Figure 9 ). Moreover, foreign capital appeared to be more important than domestic capital during 1999-2002 for manufacturing growth. 
The Financial Sector
% of GDP
The depth of the financial sector is measured by the sum of the ratios of liquid liabilities (M3) and equity market capitalization to GDP. From Table 8 and Figure 10 , it was not obvious that capital inflows contributed to the deepening of the financial sector. The lack of evidence on financial depth could be due to the effects from the imposition of various policy controls on capital flows.
III. CAPITAL FLOWS FROM 2006-2007
A. Overview
This section examines policy challenges associated with capital flows when Malaysia adopted a managed float exchange rate regime, and implemented various liberalization measures on capital outflows. On the external front, greater risk-taking by investors in the face of high global liquidity resulted in large capital flows into emerging Asian economies. However, the trend on outward direct investment also accelerated resulting in a small net direct inflow. By progressively relaxing controls on capital outflows, excess liquidity is drained out of the financial system and pressure on the ringgit reduced. Some caution has to be taken to ensure that outflows are of a reasonable amount that does not lead to a threatening fall in official reserves.
B. Trends
A greater appetite on the part of investors and strengthening macroeconomic fundamentals led to large inflows of portfolio funds into domestic equities and bonds during the first quarter of 2006 ( Figure 14) . While equity and bond prices were driven higher by capital inflows, there were also some signs of speculative activity in the exchange rate. Repricing of risk premium attached to riskier securities investment due to a deteriorating global inflation outlook led to portfolio outflows in May to June 2006. Inflows resumed in the second half of 2006 as the risk-reward outlook improved again.
Strong economic growth and healthy corporate and household sectors led to a surge in portfolio inflow in the first half of 2007, despite several bouts of volatility. However, policies may not be effective in circumventing volatile capital flows. Sound macroeconomic conditions, financial sector sophistication, and transparent policies may lower chances of capital reversal, but external pressures and a contagion effect may lead to sudden outflows (Grenville, 2006) . While there is a sizeable amount of outward direct investment, the corresponding amount is negligible in terms of portfolio investment. The main reason is domestic investors' reluctance to invest abroad, possibly due to lower returns as well as a lack of requisite investment skills by domestic financial institutions.
More recently, net inflow of direct investment amounted to USD2.0 billion in the third quarter of 2007. 9 The bulk of the capital was channelled into manufacturing, industrial (oil and gas), and services sectors. Outward direct investment was about USD2.0 billion. Meanwhile, portfolio funds recorded a net outflow of USD6.5 billion due to liquidation of domestic securities by non-resident investors in August, following tightened global credit conditions. Inflows resumed in September. 
% of G DP
Meanwhile, other investment continued to record a large net outflow in 2006-07 due to intensified carry trades ( Figure 15 ). However, this may be subject to heightened risk aversion, repricing of credit risk, and prolonged global financial turmoil that could lead to sharp reversal (ADB, 2007) . Repayment of public external debt can also contribute to the decline in net other investment. In addition, it also reflected better portfolio diversification of the domestic banking sector following liberalization of restrictions on capital outflows.
C. Impact
In a liberalized environment, rapid capital inflows could raise domestic liquidity and credit, lead to an unstable appreciation of the currency, inflation, and possibly derail economic activity. Figure 16 ). To some extent, the growth in NFA also captured higher portfolio diversification as banks placed more assets abroad. Massive net inflow of portfolio funds, arising from high global liquidity and increased risk-taking by investors, generated a rise in liquidity in the financial system. To overcome inflationary pressure and to stabilize interest rates, the monetary authority conducted sterilization operations. In turn, this action together with prudential lending procedures led to a lower credit growth ( Figure 17 ). Alternatively, swap arrangements can also stabilize domestic money supply and interest rates without issuing central bank securities. When foreign reserves accumulate beyond a desired level, the monetary authority can sell some of them to domestic financial institutions in exchange for domestic currency. The buyers are required to invest the acquired funds overseas for a specified period. At the end of the period, the regulator reimburses the buyers for any loss resulting from the interest rate differential between domestic and foreign markets, as well as any loss from changes in the exchange rate. In this respect, central bank swap arrangements also provide an avenue for increasing outward portfolio investment, which is lacking in Malaysia.
D. Domestic Liquidity and Credit
The money supply continued to record double-digit growth in 2007, supported by growth in NFA with NDA picking up in the third quarter due to higher credit expansion.
E.
The Exchange Rate The average standard deviation of the monthly exchange rates remained small in 2006, despite net inflow of short-term capital. These inflows emerged because of good domestic macroeconomic fundamentals as well as market expectations of further appreciation of the ringgit. However, these factors were negated by strong demand for foreign currencies for outward direct investment, repayment of external loans (other investment, net), and the repatriation of profits and dividends (current account balance). To some extent, the observed small volatility also reflected sterilization efforts by the monetary authority aimed at maintaining competitiveness.
Since Malaysia operated a large overall payment surplus due to large inflow of foreign capital, a flexible exchange rate policy would lead to an appreciation of the ringgit. By allowing (gradual) appreciation, the regulator can mitigate the cost of sterilization. If appreciation is not ongoing, the magnitude of capital inflow may be reduced via an increase in the rate of expected depreciation. The relative success of this also depends on sequential liberalization of the external financial account, and strong domestic financial institution with good regulation and enforcement (Kawai, 2005) .
In 2007, the path of the exchange rate is subjected to numerous rounds of portfolio liquidation exercises in February, March, May, August, and November. Despite this, volatility was relatively small due to foreign exchange interventions by the central bank to maintain orderly market conditions. Annual change (%)
Not e: The weight used in the calculation of "core" inflation is 68.6, while that of "transport" is 15. 9. 10 Note that the computation of consumer price inflation differs between Table 5 and Table 13 . The former combined transport and communication using a weight of 18.8, while the core inflation was 66.2. To focus on the impact of high global crude oil prices on transportation, Table 13 used a weight of 15.9 for transport and core inflation of 68.6. Thus, these figures should be interpreted with caution. 11 In order to investigate the impact of capital flows on inflation and the exchange rate, the use of VAR and Granger-causality tests may be needed. This was not possible, given the small time period of the sample concerned. 
MHPI
Large inflows of short-term capital have entered into Malaysian securities marketsequities, bonds, and properties-since the first quarter of 2006. This has somewhat resulted in asset price inflation (as measured by the growth in KLCI). The movement in MHPI was weaker compared to that of the KLCI because restrictions in the property market were relaxed only in late 2006 stretching into 2007. Nevertheless, the monetary authority needs to monitor this trend, given the repercussions of asset price inflation on the economy. Persistently rising asset prices may lead to bubbles with huge economic cost. Furthermore, heightened risk aversion, as exemplified by the recent US subprime turmoil, may lead to massive capital outflow.
G.
The Real Sector For the first nine months of 2007, the main recipient of inward direct capital was the electrical and electronic products subsector. This industry continued to attract sizeable capital inflows, in particular for reinvestment and expansion of existing operations in Malaysia. The investments involved the production of semiconductors, fabricated wafers, substrates for the semiconductor industry, and printed circuit boards. This is beneficial to the real economy as it results in technological diffusion and innovation necessary for sustaining long-term economic growth. On the other hand, this industry is also highly sensitive to the health of the global economy, mainly the US. Hence, any sign of global downturn may adversely affect export growth in Malaysia and may result in capital reversal. Apart from this industry, foreign capital also flowed into the energy subsector-petroleum refineries and products, and chemicals and chemical products. 
H. The Financial Sector
% of GDP
The trend in net portfolio capital contributed to the deepening of the financial market, as measured by the equity market capitalization to GDP ratio (Table 17 and Figure  21 ). However, it was not apparent that capital inflows affect financial intermediaries (measured by liquid liabilities ratio) or the financial sector collectively (measured by financial depth indicator).
IV. ALTERNATIVE POLICY MEASURES
This section discusses various policies to manage capital flows. Some may be more effective than others depending on the state of the economy and the financial sector.
First, fiscal policy may be useful in controlling capital inflows. By running a budget surplus, inflation pressure and appreciation of the real exchange rate can be lowered. A reduction in government expenditure has the same effect as a decrease in demand for loanable funds because it can lower interest rates. However, this policy has to be balanced with the development responsibility of the government. Moreover, fiscal policy has long lags. Thus, it may not be effective in managing short-term speculative capital inflows.
There is some indication that Malaysia is trying to use the above measure in conjunction with sterilization to handle surges in foreign capital (Ministry of Finance Malaysia, 2007) . To mitigate lower government expenditure on infrastructure, a private financing initiative was strongly encouraged. The progress was slow, however, given current financial volatility.
Policies aimed at strengthening domestic consumption and investment may be useful in lowering dependency on the volatile external sector. The high level of national savings could be directed to productive investment activities as well as encouraging more consumption. However, prudential regulations should be employed to prevent an unsustainable boom in consumption and investment.
Private investment, which grew by 7.0% in 2006, is expected to remain on an upward trend, accelerating by 10.0% in 2008 and 11.4% in 2009 (Figure 22 ). To attain 6.0% in GDP growth over the Ninth Malaysia Plan (9MP) period from 2006 to 2010, higher private investment growth of 11.2% per year would be needed. There are three measures to encourage faster private investment growth in Malaysia. First is the reduction in the corporate tax rate from 27% in 2007 to 26% in 2008. By lowering the corporate tax rate, the level of competitiveness in Malaysia is enhanced. Corporate earnings will be higher and in turn, this may lead to higher reinvestments by local economic agents. Moreover, a lower corporate tax rate may also encourage more inflows of direct investment into strategic industries in Malaysia.
The second measure entails a revamped public delivery system to ease the cost of doing business in Malaysia. Although there were some improvements in expediting the public sector delivery procedure, more measures may be required to ensure faster implementation of public projects under the 9MP.
The first two drivers seek to address concerns raised by Guimaraes and Unteroberdoerster (2006) , while the third measure centers on industry clusters to raise the rate of private investment. Recently, the government launched five regional economic corridors in Malaysia (Table 18 ). These economic corridors are expected to target a combined sum of around USD 343.8 billion investment over the period 2006 to 2030. When domestic policies are not effective in dealing with massive capital flows, troubled countries may seek regional assistance from the Chiang Mai Initiative (Ariff, 2007) . Although the available funding is small, it may be better than having been subject to tough IMF conditions. Finally, with little progress in the international financial system, Asian economies have continued to amass foreign reserves. Large reserves may be useful in the face of large capital reversal. With high import covers and low exposure to foreign debts, Asian countries have been able to weather the recent financial contagion without much difficulty.
V. CONCLUSION
The paper has reviewed policies taken to address capital flows in Malaysia from 1999 to 2007. Strong macroeconomic fundamentals and a global search for yields will continue to shift more capital into Asia. This trend is expected to prevail at least in the medium term, given structural weakness in the US. However, capital flows are sensitive to any change in risk appetite. Accordingly, the national monetary authority
APPENDIX I External Policy Milestones 1999
January 4 Banking institutions were instructed to achieve a minimum loan growth of 8% by the end of 1999.
January 10 BNM took control of MBf Finance Berhad, the biggest finance company (with assets amounting to about US$5 billion, one-fourth of total assets of all finance companies) on grounds of weak management.
February 4
The 12-month holding rule on repatriation of foreign portfolio capital was replaced with a three-tier exit levy on the principal and profit.
February 18 Repatriation of funds relating to investment in immovable property was exempted from the exit levy.
May 26
BNM raised US$1 billion through a global bond issue. The issue was oversubscribed by 300%.
July 29
BNM unveiled a plan to combine the country's 58 financial institutions (22 commercial banks, 11 merchant banks and 25 finance companies) into six large banking groups.
August 7
Residents were allowed to grant overdraft facilities in ringgit not exceeding RM200 million for intra-day and not exceeding RM500 for overnight to foreign stock-broking companies subject to certain conditions.
August 9
BNM's intervention rate was reduced from 7% to 5%.
September 21 The three-tier levy on repatriation of portfolio capital was replaced with a flat 10% levy on profit repatriated.
October 21 Commercial banks were allowed to enter into short-term currency swap arrangements with non-resident stockbrokers for a maturity period not exceeding five working days with no rollover option.
a. 2000 March 14
Funds arising from sales of securities purchased by non-residents on the CLOB market were permitted to be repatriated without paying exit levy.
September 30 Licensed offshore banks in the Labuan Offshore Financial Centre were allowed to invest in ringgit assets from their own account only and not on behalf of clients. The investment could not be financed by ringgit borrowing.
October 27 Profit earned from foreign portfolio investment in Malaysia for a period of more than one year was exempted from the 10% repatriation duty.
December 15 The 10% levy on profits earned from foreign portfolio investment repatriated within one year was abolished.
December 20 Licensed commercial banks were allowed to extend intra-day overdraft facilities not exceeding RM200 million and overnight facilities not exceeding RM10 million to foreign stockholding companies and foreign custodian banks.
2001
January 6
All controls on the trading of futures and options on the Malaysian stock exchange were abolished.
November 21 Licensed banks were allowed to extend credit facilities to nonresidents up to an aggregate of RM5 million to finance projects undertaken in Malaysia.
2002
March 12 RM10,000 ceiling on foreign currency loans to residents for investment overseas was removed. The requirement for using only ringgit for settlement of transactions on ringgit-denominated assets between residents and non-residents and between non-residents was abolished.
August 3
Banks were permitted to extend ringgit overdraft facilities not exceeding RM500,000 in aggregate to non-residents provided the credit facilities are fully covered at all times by fixed deposits placed by the non-resident customer with the lending bank.
2003
January 4 The maximum amount of repatriation of profits, dividends, rental income and interests on all bona fide investment without prior approval was increased from RM10, 000 to RM50, 000 or its equivalent in foreign currency. Residents who have foreign currency funds were permitted to invest freely in any foreign currency products offered by onshore licensed banks. The ceiling on bank loans to non-residents (excluding stock broking companies, custodian banks and correspondent banks) was raised from RM200, 000 to RM10,000,000. • Further flexibility for non-resident stockbrokerages and custodian banks to obtain ringgit overdraft facility from licensed onshore banks to avoid settlement failure due to inadvertent delays • Abolish the limit of the number of residential or commercial property loans obtained by non-residents • Allow licensed onshore banks to appoint overseas branches of their banking group as a vehicle to facilitate the settlement of any ringgit assets of their non-resident clients • Remove the restriction on Labuan offshore banks to transact in ringgit financial products on behalf of non-resident clients to enhance the role and scope of business of the Labuan offshore banks c) Enhance business efficiency and investment opportunities
• Increase the limit of foreign currency borrowing than can be obtained by resident corporations from licensed onshore banks and non-residents as well as through issuance of onshore foreign currency bonds, to RM100 million equivalent in aggregate and on corporate group basis from the previous RM50 million equivalent • Allow residents to hedge foreign currency loan repayment up to the full amount of underlying commitment • Enhance flexibilities for resident individuals and corporations to invest in foreign currency assets • Increase the limit for resident institutional investors to invest in foreign currency assets • Allow resident corporations to lend in foreign currency, the proceeds arising from listing of shares on foreign stock exchanges to other resident corporations within the same corporate group in Malaysia • Abolish restrictions on payments in foreign currency between residents for settlement of foreign currency financial products offered onshore • Allow resident individuals to open and maintain joint foreign currency accounts for any purpose d) To facilitate development of the capital market to support the initiatives to expand the pool of high quality stocks and to provide diversity of offerings and promote cross-border linkages with other markets, the following foreign exchange administration rules are liberalized:
• Allow non-resident corporations to utilize abroad the proceeds arising from the listing of shares through initial Public Offering on the Main Board of Bursa Malaysia • Allow resident corporations to utilize proceeds arising from the listing of shares through Initial Public Offering on the main Board of Bursa Malaysia for offshore investment purposes August 1
The individual reporting threshold for transactions between residents and non-residents is increased to RM200,001 or its equivalent in foreign currency from RM50,001 per transaction.
October 1
The liberalization covers the following areas:
a) The abolition of 5 registration requirements.
• Forward foreign exchange contracts by residents • Ringgit-denominated loans to non-residents for purchase or construction of immovable properties in Malaysia • Investment in foreign currency assets by residents • Foreign currency borrowing by residents • Prepayment or repayment of foreign currency borrowing by residents b) Granting greater flexibility for Islamic funds managed onshore. c) Providing greater flexibility on hedging of ringgit exposure by nonresidents. November 28 Resident companies with export earnings are allowed to pay another resident company in foreign currency for the settlement of purchases of goods and services. The objective of this liberalization is to enhance Malaysia's competitiveness by reducing the cost of doing business for resident companies. -10,391 -8,790 -8,409 -10,180 -11,392 -9,723 -13,195 -14,568 -16,670 -17,005 -19,229 -18,371 -22,795 -22,239 -32,134 -40 -3,332 -5,365 -3,427 -16,744 -29,239 8,262 4,403 6,245 10,892 -40,301 -17,819 3,703 Bank Negara Malaysia (increase -/ decrease+) 
APPENDIX II
